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ABSTRACT 
FOREIGN DIRECT INVESTMENT AND ITS SPILLOVER: 
EMPIRICAL EVIDENCE FROM MALAYSIA 
 
By 
Shirley Lim Ai Li 
 
 This study is undertaken to examine the spillover effects throughout the 
technology transfer from Foreign Direct Investment (FDI) in Malaysia by using 
annual time series data which covering the period of 1970 to 2005. In this study, 
Augmented Dickey-Fuller (ADF) unit root test, Johansen and Juselius cointegration 
test and Granger causality test are applied to examine the relationship among Gross 
Domestic Product (GDP), FDI, import of machinery and domestic investment. ADF 
unit root test shows that all the variables are stationary at first difference whereas 
Johansen and Juselius test reveals the existence of one cointegrating vector which 
indicating a long run relationship between GDP, FDI, import of machinery and 
domestic investment. Consequently, we found out that FDI does not Granger cause 
to Malaysia’s GDP, import of machinery and domestic investment. This means the 
spillover effects of FDI do not exist in the case of Malaysia. However, GDP, import 
of machinery and domestic investment are the important factors in directing FDI 
inflows into Malaysia. This study has suggested some policies that can be carried out 
by the policy makers in order to attract more inflows of FDI into Malaysia.   
ABSTRAK 
PELABURAN LANGSUNG ASING DAN LIMPAHANNYA: 
KEPUTUSAN EMPIRIKAL DARI MALAYSIA 
  
Oleh 
Shirley Lim Ai Li 
 
 Kajian ini telah dijalankan untuk mengkaji kesan limpahan melalui pindahan 
teknologi daripada Pelaburan Langsung Asing (PLA) di Malaysia dengan 
menggunakan data tahunan dari tahun 1970 hingga 2005. Dalam kajian ini, ujian 
kepegunan Dickey-Fuller (ADF), ujian kopengamiran Johansen dan Juselius dan 
ujian penyebab Granger telah digunakan untuk mengkaji hubungan antara Keluaran 
Dalam Negeri Kasar (KDNK), PLA, import bagi alat jentera dan pelaburan tempatan. 
Ujian kepegunan menunjukkan bahawa semua pembolehubah adalah pegun dalam 
pembezaan pertama sedangkan ujian kopengamiran Johansen dan Juselius 
menunjukkan kewujudan satu vektor kointegrasi dengan menandakan terdapat satu 
hubungan di antara KDNK, PLA, import bagi alat jentera dan pelaburan tempatan 
pada jangka masa panjang. Seterusnya, keputusan menunjukkan PLA tidak 
mempengaruhi KDNK, import bagi alat jentera dan pelaburan tempatan di Malaysia. 
Dengan ini, ia bermaksud kesan limpahan PLA tidak wujud dalam kes di Malaysia. 
Walau bagaimanapun, KDNK, import bagi alat jentera dan pelaburan tempatan 
merupakan faktor yang penting dalam mempengaruhi aliran PLA ke Malaysia secara 
langsung. Kajian ini juga mencadangkan beberapa polisi yang boleh dilaksanakan 
oleh pengubal polisi untuk menarik lebih banyak aliran kemasukan PLA ke Malaysia.         
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1.0 Background of the Study 
 
Developing countries stand as an attractive nation for the inflow of Foreign 
Direct Investment (hereafter FDI) to the investor. FDI is defined as transferring of 
foreign technology and expected to generate technology spillover to the host country 
with different policy instruments which cannot be achieved through financial 
investments or trade in goods or services. Glass and Saggi (2002) defined that FDI is 
one of the most important channels which technologies can be transferred across 
countries. The inflows of advanced technology contribute the spillover effects to 
host country. However, not all the FDI brings technology transfer and spillovers.  
 
From an international perspective, FDI is defined as an investment to acquire 
a lasting interest in enterprise that operating in an economy other than investor. FDI 
is a long term investment which finances a fraction of investment from home 
country’s multinational corporation to the host country. This financial investment 
transferred to the host firm’s investment had become a trend to the developing 
country especially Malaysia. The investor’s of FDI would like to control over the 
management and behavior of the subsidiaries that sited overseas. FDI has brought 
forward different sources with diffusion of advanced technology into different sector 
of industries to the host country. 
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There are different definitions of spillover effects based on different sources. 
Spillover effect is the change of the impact or development of one parcel land on a 
neighboring or nearby parcel. Spillover effect means that the technology transferred 
or ideas, information, methods, techniques or tools are transferred among 
organizations through licensing or marketing agreements, co-developing 
arrangements, training or the exchange of personnel to the potential users. Moreover, 
spillover effect can be defined as the diffusion of practical knowledge, 
communication or technology transmission from one enterprise, institution or 
country to another. This might be accomplished in a variety of ways which ranging 
from deliberate licensing to reverse engineering.  
 
According to Sinani and Meyer (2004), externalities of the indirect effect 
from FDI are commonly known as spillovers because foreign investor cannot fully 
appropriate them. They mentioned that FDI can be directly or indirectly contributed 
to the host economies like improving local firms’ productivity through 
demonstration effects and labor mobility. On the other hand, Schoors and van der 
Tol (2002) advocated that spillover effects are indirect effects from the externalities 
which FDI affects other firms in the same sector or even in other sectors.  
 
Technology transfer is theoretical and practical skills of passing process and 
knowledge from the owner of a technology to outsiders or beneficiaries of the 
technology. Variety channels of technology transmission can be occurred by 
involving the transmission of ideas and new technologies (Borensztein et al., 1998). 
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Sinani and Meyer (2004) further stated that technology was transformed 
across countries in several ways. They affirmed that international trade transferred 
technologies embodied in goods, new varieties of differentiated products or capital 
goods and equipment by contractual agreement such as licensing which technology 
transfer trade in intellectual property. Multinational industry subsidiaries may speed 
up the process or lower the technology transferred cost. The technology transfer to 
the domestic firms may enhanced by the imitation effects and the movement of 
personnel which trained by multinational subsidiaries (Bennett et al., 1999). 
 
FDI can be justified positively like host country spillovers which could 
generate a beneficial technology transfer. Barrios (2000) found that the positive 
effects of foreign investment are likely to increase with the level of local capability 
and competition. However, there are also negative spillovers on top of that.  
 
 
1.1 FDI Trend in Malaysia 
 
Choong and Lim (2007) affirmed that FDI has been serving as a crucial 
vehicle, which the global activities of multinational corporations are created and 
eagerly sought by most of the developing countries such as Malaysia. As FDI is a 
private long term capital flow, it intends to acquire a significant interest in an 
enterprise with the objective of being directly involved in its management. It is a 
significant investment source which contributes directly and indirectly in developing 
country economy. Besides, FDI had played a strong role as the principal position of 
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the Malaysia economies particularly in export and import sectors, advanced 
technology transferring and management expertise.  
 
FDI brings tangible assets, as it consists of finance, capital goods, 
intermediate inputs which partly can be obtained from the market (Weresa, 2004). 
Besides being an important source of capital to Malaysia, FDI has brought 
employment creation, new product development, trade generation, access to new 
markets and impressive spillover effects to Malaysia. Malaysia with the restrained of 
high growth performance endorsed the inflows of FDI. Borensztein et al. (1998) 
advocate FDI is an important tool for the technology transfer which contributes more 
to growth than the domestic investment.  
 
On top of this, Malaysia persists to offer a liberal and competitive 
environment for FDI by ensuring the presence of suitable supporting infrastructures, 
availability of well-trained manpower, consistency of policy, unhindered repatriation 
of profit, expeditious approval for investments and the provision of an attractive 
incentive package. Malaysia has to ensure FDI flows are mutually beneficial as well 
as consistent with the development objectives of the country while providing an 
appropriate and conducive environment for investment.  
 
According to Ministry of International Trade and Industry (MITI) year 2006, 
Malaysia is able to maintain a big amount of FDI with the approval of an average 
1,000 new FDI. In this sense, Malaysia has strengthened an excellent trade 
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connection with developed country throughout FDI platform to enhance the 
diffusion of advanced technology and boost up the country economy development. 
 





















  Source: UNCTAD, World Investment Report, various issues. 
 
As observed in Figure 1, the inflows of FDI into Malaysia as a developing 
country are constant averagely from 1970 to 1980. In the 1970s and 1980s, FDI 
inflows promoted by Malaysia were in assembly-type and labour-intensive. In 
response to the various initiatives taken by the government in promoting 
industrialization at the early 1970s, FDI has become a major source of growth in 
manufacturing development, particularly the electronic and electrical industries. 
 
 Malaysia had attracted over US$ 463 million inflow of foreign investment 
from 1980 to 1982 but this investment has started to decline to US$ 423 million in 
year 1987. Providentially, the FDI inflows have been enlarged and increased 
dramatically to US$ 719 million since year 1988. FDI has become a dominant form 
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of technology transfer from developed countries to developing countries especially 
in Malaysia since 1980s (Sahidsaran, 2006). During the 1990s, FDI played a greater 
role in FDI inflow performance in Malaysia. The inflow of FDI has fully liberalized 
its current account in the 1990s and favored in capital-intensive and high-technology 
sectors. FDI inflow was increased to US$ 5,138 million in year 1992 due to 
Malaysia development has been done well but decreased 10.84 per cent to US$ 
4,581 million in 1994.  
 
 Prior to 1997 financial crisis, Malaysia was one of the most rapidly growing 
economy countries in the world. Unfortunately, Malaysia’s progress towards 
industrialized-nation status almost came to an abrupt half due to the regional 
currency crises started in the middle 1997 (Choong and Lim, 2007). The FDI inflows 
increased to around US$ 7,297 million in 1996 prior the Asian financial crises but 
drop drastically to US$ 6,323 million or 13.35 per cent in the year of 1997.  
 
 In year 1998, FDI dropped about 57 per cent but with a slow hiking up 
motion, FDI has increased to US$ 3,895 million in year 1999. In year 2001, 
Malaysia’s FDI become volatile and was dropping down dramatically because China 
has become the largest competitor against Malaysia since entered into World Trade 
Organization (WTO). According to Choong and Lim (2007), China focused in 
attracting FDI from other country by their large domestic markets, low wage cost, 




 However, in year 2002, the figure indicates a convincing prospect of FDI 
inflows with the value of US$ 3,203 million to further strengthen the Malaysian 
economy and continue to enlarge the flow of FDI to US$ 4623 in year 2004. FDI 
flow has been directed to high-technology industries in support of the establishment 
of the Multimedia Super Corridor (MSC) and the realization of Vision 2020.  
 


















  Source: Monthly Statistical Bulletin, Bank Negara Malaysia, various issues. 
  
Figure 2 above plots the Gross Domestic Product (hereafter GDP) in 
Malaysia from year 1970 to 2005. Malaysia economy has grown rapidly over the 
decades and has being increased yearly despite the effect of economy crisis and hike 
of the cruel fuel price (Poon, 2004).  
 
 For the sub-period of 1971 to 1980, despite of the two oil crises, Malaysia’s 
GDP had grown to an encouraging average rate of 14.6 per cent annually except in 
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year 1975. In 1975, Malaysia economy slumped into great recession with a GDP 
reduction rate of 2 per cent.  
 
 There was a small percentage of GDP increasing during the 1981 to 1990 
periods. This was partly caused by the global recession in the early 1980s that 
severely hit by the external shocks with the collapsed of the commodity price. In 
1985 to 1986, the plunge of commodities prices, especially tin and petroleum has led 
to counter-cyclical initiatives to ride out recessions through public and private 
sectors expansion and FDI. Due to the strong contribution from net exports, the 
recovery for 1986 had achieved despite continued decline in domestic demand.  
 
 The Malaysian GDP grew rapidly from 1991 to 1995 at an average of 12.93 
per cent per year since the recovery of the world economy. In the late 1990s, 
Malaysia had met with the deepening where the financial crisis started in Thailand 
with the devaluation of the Thai bath and other currencies from the region. The 
impact of the financial crisis on economic growth became evident towards end of 
1997 when GDP began to increase in a decreasing rate and registered a negative 
growth of 4.52 per cent in year 1998.  
  
 However, Malaysia’s GDP was registered 0.5 per cent higher in 1998 
following of the Asian financial crisis in 1997. As a result of the contraction of the 
economy growth, FDI inflow dropped dramatically in year 1998 (see Figure 1).  
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 During the period from 1999 to 2000, GDP succeed to increase an average 
6.20 per cent growth rate per year by the effort of the government to revive the 
economy starting from mid 1998. For the year 2002, the GDP grew at the average of 
8.26 per cent and picked up slowly to register growth rates of 7.98 per cent in year 
2003. This was caused by stronger upturn in exports that arising from the resurgence 
of the private sector investment and a further expansion of consumer spending.  
 
With the outlook for the global economy becoming increasingly optimistic 
with the increase of GDP, the Malaysian economy is expected to strengthen further 
in 2007 and GDP growth is expected to expand by 6 per cent to 7 per cent. In fact, 
FDI is necessary and crucial to adopt because it can enhance and upgrade Malaysia 
technologies in order to achieve the Vision 2020 despite of playing a small role in 
stimulate and upgrading economic growth. 
 
 
1.2 Importance of the FDI to the Economy 
 
Table 1: FDI Intensities Average Ratio in Malaysia, 1970-2005. 
Year 
   
FDI to GDP ratio (FDI/GDP) 
 
Average per decade 1970-1979 0.03097 
 1980-1989 0.03230 
 1990-1999 0.06920 
 2000-2005 0.01755 
   
Average (36 years) 1970-2005 0.04167 







Source: International Monetary Fund, International Financial Statistics, various issues. 
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  Malaysia opening itself to FDI early in the 1960s has led rapid 
industrialization in its country. Table 1 illustrates the average ratio of FDI intensities 
in Malaysia from 1970 to 2005 to substantiate that FDI as the potential international 
technology transfers to Malaysia. The institutional basis for an inflow of FDI to 
Malaysia was established only in the late 1980s and early 1990s. However, FDI 
inflows picked up slowly in the 1990s despite of various measures to attract foreign 
investors. Results of the computed ratios bring important implications although the 
main problem in assessing the impact of FDI on GDP is that FDI is often associated 
with other growth-driving factors. Moreover, both GDP and FDI are interrelated; 
FDI may accelerate GDP rate while high GDP is the determinant of FDI inflow.  
 
Ratio for Malaysia’s FDI intensities is computed by using Malaysia inflow of 
FDI divided with Malaysia’s GDP. FDI intensities comparatively retain the ranking 
decades of the economies and transformed to the average period in Malaysia to pre-
financial crisis and post-financial crisis year. FDI intensities various substantially in 
Malaysia with the average ratio of 0.04167 or accounted 4 per cent in GDP in 36 
years started from 1970 to 2005.  
 
During the 1980s, FDI presented 0.0323 that consists around 3.23 per cent of 
Malaysia’s GDP and show an increment of 4.29 per cent compared to the average 
ratio for the period 1970 to 1979 which is majoring in agriculture sector during that 
period. On the other hand, FDI inflows received by Malaysia have risen erratically 
about the double up of 1980s ratio to an annual average of 6.92 per cent during the 
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1990s. It means that during 1990 to 1999, the RM 1 million growths in FDI in 
Malaysia has brought RM 69.20 thousand to GDP.  
   
 Before the financial crisis (1970 to 1996), the average ratio of FDI intensities 
are 0.04266. FDI inflows have been proven after the Asian financial crisis erupted in 
the mid 1997 which average ratio from 1997 to 2005 impede a little that 
pragmatically alter absorption of FDI inflows in Malaysia. The average ratio during 
the post-financial crisis decreased 9.28 percent and drop to 0.0387. Government has 
used the opportunity in continuing strategizing their FDI and technology transfer 
policies in upgrading technological capabilities.  
 
 
1.3 Sources of FDI in Malaysia 
 
Britain is the main FDI source for Malaysia during colonial period but had 
been reduced at the second half of 1980s. According to Malaysian Industrial 
Development Authority (MIDA) in 1985, British had stand 5 per cent of FDI in 
Malaysia in year 1990. However, United States, Japan, Singapore and China have 
becoming the most significant sources of FDI in Malaysia. 
 
According to the World Investment Report (WIR) in 1996, Malaysia held the 
largest share of FDI inflow in 1995. During that period of time, Malaysia acted as an 
attractive investment destination for FDI in the manufacturing sector. Malaysia has 
recorded a total of RM 14,782 million of FDI inflows in 1995.  
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There are many different patterns of FDI flow across developing and 
developed countries. FDI flow is accelerating in developed countries than 
developing countries. But FDI were fairly resilient in developing countries despite 
the global economic downturn and the September 11 event. 
 
 
1.3.1 Phases of FDI 
 
Basically, Malaysia has long investment in the economy globe with evolution 
in its economics transitions from agricultural-based, production-based, services-
based and knowledge-based economy. According to Poon (2004), the evolvement of 
FDI has been gone through four major phases. There were FDI in the early 
development phases, FDI in the import substitution phase, FDI in the export oriented 
phase and FDI in the MSC phase of development. Hence through the changing 
phases of FDI in Malaysia, we can realize the importance of technology transfer 
which generates positive spillover effects from developed countries to Malaysia. 
 
(i) FDI in the Early Development Phase 
 
 British colonial government indulged in bringing foreign capital vastly from 
Britain into the country at agriculture sector prior independence (Poon, 2004). The 
used of technology equipment was not seemed in that era. Consequently, most of the 
trades can grant raw materials to supply the industries in their home country. During 
